THE CITY OF SAN DIEGO
MAYOR JERRY SANDERS

MEMORANDUM

DATE: March 19, 2008
TO: Councilmember Donna Frye

FROM: Jay M. Goldstone, Chief Operating Officer
Greg Levin, Comptroller

suBJECT:  Response to memo from Councilmember Donna Frye titled “Imternal Controls for
DROP re: Federal and Siate Tax Reporting Withholding and Compliance”

This memorandum serves as the response to the attached memorandum from Councilmember
Donna Frye entitled “Internal Controls for DROP re: Federal and State Tax Reporting
Withholding and Compliance”, dated December 18, 2007.

Background: ‘

The memorandum from Councilmember Fryve was addressed to numerous officials of the City of
San Diego (CITY) and San Diego City Emplovee Retirement System (SDCERS). the
independent auditor of the Citv and SDCERS. and the City’s Independent Consultant who is
currently responsible for reporting to the SEC in regards to the City’s compliance activities.
Councilmember Frye's memo referenced several legal documents provided by SDCERS
(attached) and made various inquiries including issues related to financial reporting of the City
and SDCERS as well as compliance with state laws and federal regulations.

We note that the memorandum was also addressed to the City Attorney, and therefore, we refer
matiers subject to the analysis of federal tax regulations and state law, as they relate to the City,
to his office. We also note that Councilmember Frye’s understanding of issues related to the
Preservation of Benefit plan may be assisted by reviewing several active City Attorney
Memoranda’s of Law concerning the City’s Preservation of Benefit Plan.

On January 10™. Mrs. Joanne SawyerKnoll replied to this memo (attached) indicating her request
of Mr. David Wescoe, SDCERS Pension Administrator, to provide additional information. In
response to Ms. Knoll’s request, as well as to another request from Chief Operating Officer Mr.
Jay M. Goldstone, SDCERS requested of their legal counsel, I[CE Miller LLP (ICE Miller), to
review the topics addressed in the memo. 1CE Miller responded to Mr. Goldstone via a letter
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(attached). Accordingly, we will defer to the letter provided by ICE Miller for questions and
issues related to SDCERS.

Responses to the questions included in the memo are as follows:

QUESTIONS 1 - 3:

(Can a “global settiement” of the type SDCERS and the IRS seem to be contemplating
(see attached document titled SDCERS Contribution Schedule and Settlement
Amounts, dated August 208, 2007) be accomplished without resolving the Federal tax
reporting and withholding compliance issues related to contributions o or distributions
from SDCERS directly or indirectly put in place by SDCERS? Is the $43 million
proposed amount due from the City disclosed in the financial report? Has it been
disclosed that this information has not been provided to the City Council by management
and that management has not brought forward to the City Council for discussion any IRS
nroposed settiement?

ANSWERS 1-3:

1. Questions related to a Global Settlement are answered on page two of the ICE Miller
fetter.

2. The recently completed City of San Diego Comprehensive Annual Financial Report for
the fiscal year 2005 includes the following passage:

A comprehensive settlement was reached between the IRS and SDCERS on December
20, 2007 (Settlement). The Settlement requires the City and SCDERS to take certain
corrective actions regarding certain provisions of its retirement plan within 150 days of
December 20. 2007. The Settlement does not require the City to pay any penalty
payvments or to make any additional contributions to the retirement system. [n the
event the City does not successfully implement certain plan document changes required
by the IRS Compliance Statement, SDCERS and the City may face additional regulatory
actions from the IRS including but not limited to, SDCERS plan disqualification and
financial penalties against the City, the plan sponsor.

No. However. we note that the information referenced was the work product of legal
counsel retained by SDCERS. Legal matters are typically handled in closed session and
not discussed publicly in order to protect the Taxpayers from assuming potential liability.

Ll

QUESTIONS 4 - &:

"Fiscal Year 2005 CAFR, Page 20
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When distributions from the City’s tax qualified plans {whether the DROP, 4014, 401k,
SPSPs, ete.) are made to beneficiaries:
o Does the City or SDCERS report the distribution to the applicable taxing
agencies?

Does the City or SDCERS withhold Federal and State income tax in a manner that
complies with federal and state law? .

o Which entity is responsible for reporting the distribution — the City or SDCERS?
o Which entity 1s responsible for withholding Federal and State income tax - the
City or SDCERS?

What can be done to eliminate any risk to the City from compliance failures?

0

O

ANSWERS 4-8:

4. The question is answered on Page 3 of the ICE Miller letter.

5. To the best of our knowledge and belief except for the items addressed in the Internal
Revenue Service Compliance Statement, the City’s procedures for calculating and
reporting tax withholdings and deferred compensation arrangements (including municipal
code provisions) comply with the Federal Tax Regulations and State law. For City
payroll, taxes are withheld and remitted to the proper agency. City Payroll withholdings
for various retirement ptans and state and federal taxes are reported on each employees
pay check remittance and annually on a form W-2. The City is subject to periodic audits
from the Internal Revenue Service, the last of which occurred during fiscal year 1996.
These audits often result in findings; however, do not generally resuit in any risk of
material financial penalty to the City. The City is currently in the process of replacing its
legacy payroll system and will review the process for generating payroll during the next
year.

The ICE Miller letter generaliy addresses this question as it relates to SDCERS on page 2
in response to Question 1 of Councilmember Frye’s Memorandum.

6. Responsibility for reporting distributions from the City’s 401K and SPSP plans is
assigned to the plan administrator which is currently Wachovia Corporation. The City
also maintains a 457 plan which is administered and reported by AIG insurance group.

7. See Answer £5.

8. Compliance Federal Regulations and State Tax Laws is complex. The City could
establish a retainer for a Tax Consultant to provide advice and guidance on the City’s
process for withholding federal and state taxes. record retention, and other matters related
to Internal Revenue Service Regulations and State Law.

QUESTIONS 9~ 10:
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[f a beneficiary moves to a state other than California and receives a distribution from a
DROP account: '
o Is that distribution subject to income taxes m California or in the State in which
the beneficiary now resides?
o Does the City/or SDCERS report the transaction to the State of California or the
State in which the beneficiary now resides?

ANSWERS 9 -10:

9. This is a legal question to which we refer to the City Attorney.

10. Reporting of distributions from DROP accounts are the responsibility of SDCERS. The
1CE Miller Letter addresses this in part on Page 3 by stating that distributions are
reported on a 1099R which ostensibly are provided to the beneficiary; however, the letter
does not directly indicate to whom or when they provide this information to.

QUESTIONS 11 - 16

e Has the City/or SDCERS been reporting to the appropriate State and Federal income tax

authorities any of the SDCERS’ distributions, including:
o DROP distributions rolled over into Traditional or Roth Individual Retirement

Accounts?

DROP distributions that are withdrawals where the money goes directly to the

emplovee/retiree instead of being rolled over into an IRAY

o Past Corbett distributions?

o Pension checks sent directly to the retived employee?

o The amount of the monthly pension deposited into the employee’s DROP
account?

o Ifnet, are any of these distributions exempt from reporting”? Is it the

- responsibility of the City or SDCERS to report these distnbutions? Who 1s

responsible/lable for non-reporting?

O

ANSWERS 11 - 16

11. This question is answered on page 3 of the ICE Miller letter.

12. This question is answered on page 3 of the ICE Miller letter.

13. This question is answered oy page 3 of the [CE Miller letter.

14. This question is answered on page 3 of the [CE Miller ietter.

15. Reporting on additions to individual DROP accounts, if necessary, is the responsibility of
SDCERS. This question is not clearly addressed in the ICE Miller letter.

16. These guestions are generally answered on page 3 of the ICE Miller letter; however the
third part of the question would likely require an interpretation of law. As such, we
encourage you to refer to the City Attorney for a formal analysis.

Generally, our understanding is that as sponsors of plans administered by SDCERS, the
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City, Port Authority, and Airport Authority generally bear some indirect risk as a result of
plan expenses and liabilities that are required to be funded by Plan Sponsors. Specific
Habilities and expenses would be directly passed to the Plan Sponsors or funded over
several years of contributions depending on the specific circumstances of each situation
as they may arise.

QUESTIONS 17-22

e Has the City/or SDCERS been withholding Federal and State income tax for distributions
mcluding but not limited to:
o DROP distributions - whether as a lump-sum or a partial rollover into a
Traditiona! or Roth Individual Retirement Account (JRA)Y?
DROP withdrawals where the money goes directly to the employee/retivee insiead
of being rotled over info an [RAY

9]

o Past Corbett distributions?

o Pension checks sent directly to the retived employee? .

o Pension checks {or funds equivalent to the monthly pension) deposited into the
employee’s DROP account?

o Ifnot, are any of these distributions exempt from federal and state withholding

requirements? If not exempt, is it the City’s or SDCERS” responsibility o
withhold these taxes?

ANSWERS 17-22

17. In substance, this question appears to be the same as Question #11. As such, please refer
to Answer #11.

18. In substance, this question appears to be the same as Question #12. As such, please refer
to Answer #12.

19. In substance, this question appears the same as Question #13. As such, please refer to
Answer #13.

20. In substance, this question appears the same as Question #14. As such, please refer to
Answer #14.

21. In substance, this question appears the same as Question #15. As such, please refer to
Answer #15.

22. In substance, this question appears the same as Question #16. As such, please refer to
Answer #16.

QUESTIONS 23 - 31
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Has the City/or SDCERS been reporting to the Federal and State(s) income tax
authorities any contributions being made into the various tax qualified retivement
accounts (such as the 401a, 401k, SPSPs, and DROP “accourt™) including;

>}

G o 0 ¢

o

Pre-tax contributions made by employees to the 401k;

Pre-tax coniributions made by employees to the SPSP plans;

The pre-tax confributions made by the City into the SPSP plans;

Contributions in the form of pre-tax pension checks {or funds equivalent to the
monthly pension) deposited info the DROP “account™;

The 3.05% pre-tax contributions from the employee salar y mnto the DROP
account;

The 3.05% pre-tax “matching” contributions from the City as plan sponsor into
the DROP accounts; '
The 2% COLA annual increase — pre-tax into the DROP accounts;

The 8% annual interest credited to the DROP account — pre-tax; :
If not, are any of these contributions exempt from reporting? 1f not exempt,
whose responsibiiity is it fo report all of these contributions - the City or
SDCERS?

ANSWERS 23 - 31

23.
24,
23.
26.
27.
28.
29.
30.

31

401k Contributions are pre-tax and are reported on the employees form W-2.

SPSP Employee Contributions are post tax and reported on the employees form W-2.
This question is answered on Page 5 of the ICE Miller letter.

This question is generally addressed on page 3 of the ICE Miller letter.

Yes.

This question is answered on Page 5 of the ICE Miller letter,

See Answer #15.

See Answer #15.

This question is generally addressed on page 5 of the ICE Miller letter.
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QUESTIONS 32 - 37

Does the City/or SDCERS allow employees or retirees to rollover money from an [RA or
o 401k info therr DROP accounts?

o If so, has the City/or SDCERS then altowed that same money to be distributed
from the DROP accounts tax-free?

o Does the City/or SDCERS keep track of those pre-tax contributions from [RAs or

- 407ks that are rolled into the DROP accounts?

o Ifso, how? [ ask because the Ice Miller Report states on page 26 that “SDCERS
staff has indicated rhat the SDCERS system does not track employer contributions
as to what portion represents an offset contribution and what portion represents o
pick-up (as Code Section 414(hj(2) defines the term) contribution.” While T
realize that these contributions are of a different nature, if SDCERS is not keeping
track of them, perhaps SDCERS is not keeping track of other conirtbutions as
well.

o Are there any Federal or State income tax law requirements for the City and/or
SDCERS to report the emaplover “pre-tax” pickup contribution?

o Whaose responsibility is it fo report this — the City’s or SDCERS’?

ANSWERS 32-37:

32. This question is generally addressed on page 5 of the ICE Miller letter.

33, Assuming that this question is dependent on the response to Question #32, this matter is
not applicabie.

34. Assuming that this question is dependent on the response to Question #32, this matter is
not applicable.

35. Assuming that this question is dependent on the response to Question #32, this matter is
not applicable.

36. This question is generally addressed on page 5 of the ICE Miller letter.

37. Assuming that this question is dependent on the response to Question #32, this matter is
not applicable.

QUESTIONS 38 ~ 40:

When firefighters convert annual leave or other non-meonetary benefits mfo “virtual

5w

dolars which are then used o purchase years of service {or extend the DROP program
beyond five years) at an agreed price, s there a 1099 issued? [z that an event exempt
from reporting” Whose responsibility is it to report this — the City or SDCERS?

ANSWERS 38 — 40:

38. ICE Miller Letter responds to this question in a general manner on page 5.
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39. See Answer #38.
40. See Answer #38,

QUESTIONS 41-42:

If the City of San Diego is allowed to:

o Not withhold or report federal and siate income taxes;

o Notissue 1099s on distributions from tax gualified plans such as the DROP
program and/or the 401 a, and; ‘

o Allow more money to be contributed mto tax qualified plans than 1s allowed
under IRC Section 415 - both on an afier-tax and pre- tax basis;

o Are these types of contributions and distributions from non-municipal tax
qualified plans legal in the private sector? Or is this just a special plan for the
municipal agencies?

ANSWERS 41 —42:

41. It is not clear from your question whether the questions are dependent on an answer to the
1" sentence. However, we note that these questions concern legal interpretations and
analysis of complex tax regulation that would be typically performed by the Office of the
City Attorney as it relates to the City.

42. See Answer #41.

QUESTION 43:

Does the Citv/or SDCERS have any knowledge of a lack of compliance with State or
Tederal tax and reporting laws?

ANSWER 43:

43, See Answer #5.
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QUESTIONS 44 - 54

Who (at the City or SDCERS) is working “to test for both the dollar and compensation limits
under Code Section 415(¢)"?

o How is this currently being tested at the City?

o Does the City or SDCERS advise employees on an annual basis what the maximum
limits are that may be contributed to all of these tax qualified plans (401 a, 401k,
SPSPs, efc)) in aggregate”?

o s the City currently in complhance with all the relevant Federal and State tax Jaws?

o What is the potential financial lability to the City for lack of compliance?

o s this issue disclosed in the 2005 CAFR? If so, where?

Page 35 also states that ©.. . SDCERS must select a definition of compensation..

o Does the City have the responsibility to review and approve the “definition of

compensation” selected by SDCERS?

o Does the City have a responsitbility to select its own definition of compensation?
Page 35 also states that “The pre-tax (picked-up) contributions to SDCERS would not be used
inthe 415(c) testing.”

o Why not?

o s lee Miller suggesting the City should be testing the pre-tax (picked- up)

contributions under 4135(c)?
Page 26 of the Ice Miller report notes that .. _.the SDCERS svsiem does not irack emplover
contributions as lo what portion represents an offsel contribution and what portion
represents a pick-up (as Code Section 414(h)(2) defines the term) contribution.”

o S0 how then can this be tested?

ANSWERS 44 — 54:

44. SDCERS is the lead agency and testing was performed by their actuary, Cheiron Inc.

45, See Answer #44. ' :

46. Administration of the POB plan is the responsibility of SDCERS. In this regard,
SDCERS has stated in a Press Release dated February 6, 2008 that individuals affected
by 415(b) limits will be contacted.

47. See Answer #5.

48. In the event that a compliance failure is identified, numerous remedies are availabie to
the IRS. This is a question of legal tax compliance and the Counsel should refer to the
City Attorney or Outside Counsel for additional information.

49. SDCERS participation in the [RS Voluntary Compliance program is disclosed on pages
19, 20, 145 and 146 of the City’s fiscal year 2005 CALR.

50. This is a legal question and should be referred to the City Attorney or Outside Counsel.
However, in the course of ratifying the IRS Compliance Statement, the City’'s Chief
Operating Officer met with the IRS and reviewed the plan compliance statement, related
findings, and the Compliance Strategy.

51. See Answer #50.
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52. This question should be referred to ICE Miller, the firm that created the Compliance
Strategy for an explanation of this statement since it is not clearly addressed in the ICE
Miller letter.

53. See Answer #52.

54, See Answer #52.

QUESTIONS 55 - 64

There s no discussion of the fact that the City has not filed for a Private Letter Ruling on
DROP. Doesn’t this and the issues above need to be disclosed in light of the growing
enormity of this program?
Page 3 of the Macias Gini letter also shnv;s that “The DROP participant makes reduced
refirement contributions to SDCERS ..
It was my understanding that once an employee went into DROP they were retired and no
longer made contributions 1o SPCERS. s this correct?
o Are these “pre-tax contributions” in compliance with Federal and State laws?
Does Macias Gini have a responsibility to investigate and disclose this?
What is the potentral liability to the City 1f this is not OK with the IRS?
Page 3 of the Macias Gini letter also states that “"DROP oblications have been shown as
liabifities of SDCERS in the City's financial statements.”
o What are the specific DROP “obligations™ to the City?
o Is that reflected on the City’s financial statements? Where?
o What about the Federal and State withholding requirements? Are those reflected in
the City’s financial statements?
o ls the 8% interest credited to the DROP accounts that reflected as a lability for the
City in its financial statements?
o Isthe 2 % annual COLA increase on the DROP accounts reflected in the City’s
financial statemenis?

o

O

ANSWERS 55-64
55. Currently, Municipal Code § 24.1404(c)4 States:

“An amount equal to 3.05% of the Member's Base Compensation, credited bi-weekly at
the end of each pay period This amount will be deducted from the Member’s salary on a
pre-tax basis pursuuni to Internal Revenue Code section 414(h)(2).”

56. This is not a correct understanding. Y our conclusion is most likely derived from a
misunderstanding of Municipal Code §24.1402(b)4 which states that a member stops
accruing benefits under other provisions of Article 4: City Employee’s Retirement
System (emphasis added).

57.7T hese contributions are Pre-Tax.

58. Macias, Gini and O’Connell (Macias) have not been engaged to © mvesﬁgate” DROP and
disclosures are the responsibility of City Management. In the context of their Audit Plan,
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To:

39.

60.

it is presumed that Macias has planned accordingly to satisfy themselves as to the
propriety of the City’s Contingent Liability (legal and regulatory claims incurred or
incurred but not yet received) estimates, accruals and disclosures which are provided by
the City Attorney, along with the City’s estimates for accrued wages and benefits.

This would be a contingent liability estimate which is the responsibility of the City
Attomey. .

DROP Obligations would be the cumulative value of the nominal accounts for all DROP
participants. It is disclosed on Page 63 under the classification “DROP Liabilities”, for
the fiscal year ended 2005, this amount was approximately $ 228,511,000.

61. See Answer #60.

62. The extent to which the City retains unpaid withholdings due to the State or the LS.
Treasury at the end of a fiscal year is shown as a component of the liabilities reported
under the classification “Accrued Wages and Benefits” on the City’s Statement of Net
Assets,

63. Yes, this is shown as part of the liability discussed in Answer #60.

64, Yes, this is shown as part of the liability discussed in Answer #60.

Attachments:

1. Memorandum from Councilmember Donna Frye
2. Legal Documentation Provided by SDCERS

3. Memorandum from Joanne SawyerKnoll

4. Letter from ICE Miller

EC: Mayor Jerry Sanders

City Council
City Attorney
Mary Lewis, CFO
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